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A PROGRAM OF LIMITED DECENTRALIZATION 
~ OF ACCOUNTING FUNCTIONS 


by T. H. PATTERSON, 


Chief Accountant, Armstrong Cork Co., 
Lancaster, Pa, 


M‘N Y firms which have in recent years moved toward decen- 

tralization of their manufacturing operations because of 
sound economic reasons, nevertheless continue to direct their sales, 
administration, and accounting functions from a centralized home 
or main office. Is this evidence that these functions cannot be per- 
formed efficiently except on a cenitralized basis or is there more 
functional decentralization present than meets the eye? The more 
probable interpretation would be that main office functions like- 
wise have been subject to change and that those remaining have 
demonstrated their effectiveness as centralized rather than decen- 
tralized functions. The important thing is that whenever there are 
significant changes in physical facilities they should be accom- 
panied by a thorough review of organizatiort and procedures, and 
changes made wherever necessary to provide the best utilization of 
line and staff services. This study will be confined to the account- 
ing aspect of such an examination. 


Extent of Decentralization a Matter for Study 


In general, the advantages of performing a maximum of account- 
ing functions at a centralized point are found in accessibility of 
data for consolidation of company operating and financial reports, 
economies through use of modern office machines and specialized 
training, maintenance of relatively simple accounting relations 
with vendors and customers, and uniformity of procedures affect- 
ing company relations with state or Federal governments and pub- 
lic auditors. On the other hand, the most important advantages of 
decentralization of accounting are to be found in the increased 
effective use of costs and control information. There is no in- 
herent advantage to extendirig decentralized accounting, with the 
consequent disadvantages to the staff functions which are cen- 
tralized, beyond the point to which it must go to give plant man- 


‘ agement adequate and timely control information. 


In order to determine the degree to which the effectiveness of 
certain accounting tools might be increased if they were developed 
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and maintained at the factories rather than at Lancaster, an inte- 
grated plan for the study of this and associated problems was set 
up in the Armstrong Cork Company and work begun on the 
project early in 1945. The motivating force was to give better 
service to plant management and the investigation was concerned 
primarily with cost accounting and cost control problems. 

The basic accounting principles and company practices were to 
be adhered to, but a reasonable diversity of methods was to be per- 
mitted which would recognize valid local or personal exceptions. 
All procedures were to be examined without prejudice and recom- 
mendations made to the controller to discontinue, simplify, or con- 
tinue them on the same basis, keeping in mind the correlation 
needed between plant and general office records. Finally, adequate 
records were to be kept of the investigation which would show 
what was done, date effective, and savings or extra costs. 


Organization of Accounting at Start of Study 

Since the decentralization of accounting we were seeking was 
relative rather than absolute, a brief summary of the company or- 
ganization as it was at the beginning of the study would be helpful. 
The company had thirteen plants at various points in the country 
(since increased to seventeen plants), the products of which were 
disposed of through five major sales divisions. All of the plants 
sold to at least two sales divisions and a few of them sold to all 
five. All shipments made to customers through sales divisions and 
interplant were made at standard factory costs, and the results of 
company operations were summarized by commodity groups under 
the five sales divisions at the general office. 

The plant controllers submitted material and labor variances by 
commodities and the proration of these variances to sales divisions. 


The computation of manufacturing expense variances and the ap- . 


plication of commercial and selling expenses were performed in 
the general office. The requirements of corporate accounting and 
profit and loss accounting are the same today as they were in 1945 
and no change has been made in the type of information furnished 
in respect to commodity profit and loss reports although the plants 
now supply more of the required information. The accounting 
functions in the plants were under the responsibility of the respec- 
tive plant controllers who reported to the plant management on a 
line basis but were responsible to the controller on a functional 
basis. Each plant was and is staffed with the necessary technical 
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assistance such as laboratory, engineering, personnel management, 
etc., to provide adequate on-the-spot services for the plant. 
Centralized Functions in Existing Setup 

The controller’s general office organization included a general 
office cost department which was responsible for recording the cost 
of purchases and determining the purchase variance on the raw 
materials received at each plant, for the summarization of cost in- 
formation emanating from each plant in a form usable for com- 
modity profit and loss accounting, for summarizing company in- 
ventories twice a year and revaluating at “lifo” or the lower of cost 
or market, for computing the standard manufacturing expense rates 
each year which would be used in determining inventory values 
and standard costs in the factories, and for the computation and 
publication of divisional commodity profit and loss reports. 

The property accounting section in the main office was respon- 
sible for maintaining records of fixed assets recording the depre- 
ciation and distribution of the same and the preparation of the 
journal entries each month charging the proper amount of depre- 
ciation to operations. The sales analysis section,. located in the 
Lancaster main office, prepared through use of tabulating equip- 
ment all data in respect to quantities of sales, dollars of sales, com- 
modities, branches from which the order originated, salesman se- 
curing the order, and all other related information in respect to 
sales statistics. The payroll department received from all the 
plants (with the exception noted later) the daily tabulating cards 
for each worker showing the amount of money earned and the ac- 
counting distribution thereof. These totals were summarized by 
pay periods and the net pay calculated and checks prepared and 
sent back to the factories for distribution on payday. Each month 
the accounting distribution of the payroll was prepared by the 
tabulating section in conjunction with the payroll section and the 
payroll run made for the general books, with a copy to the re- 
spective plants. The accounts payable section at Lancaster was re- 
sponsible for approving for payment all vendors’ bills and keeping 
on record the vouchers pertaining to those payments. 

In addition, the staff functions of budgeting, auditing, and eco- 
nomic cost planning, as well as accounting and research were main- 
tained at Lancaster. Other centralized staff functions not under 
the controller were likewise maintained at Lancaster and still are. 
Such departments as credit, traffic, general purchasing, accounts 
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receivable, billing, and the offices of the production managers and 
sales managers were all centralized as were the secretary’s office 
and the treasurer’s office. 


Decentralization as Result of Study 

The following is a summary of our conclusions in respect to the 
minimum functions to be set up as the plant controllers’ responsi- 
bility but controlled by appropriate accounts in the general office 
ledgers. In some of the plants, the circumstances were such that 
further duties and responsibilities were transferred to the plant 
controller. The functions transferred to all plants were: 


1. Payment of freight bills and complete approval of ven- 
dors’ invoices. 

2. Recording costs of purchases and preparation of pur- 
chase profit and loss reports. 

3. Computation of gross pay earned by individuals and the 
accounting distribution of gross pay. 

4. Accounting for withdrawals from mechanical supplies 
storeroom. 

5. Computation at plant of standard factory cost of sales 
and transfers to company plants or branch warehouses. 

6. Computation of factory expense budget allowances, a 
comparison of budgeted and actual expenses, and prepa- 
ration of preliminary factory operating reports. 

7. Building of the standard expense rates for estimating 
purposes and for inventory valuation under the guidance 
of the general office cost section. 


Further accounting decentralization was set up for five of the 
company’s factories to include the payment of all bills, the prepa- 
ration and issuance of payroll checks for hourly employees, the 
maintenance of property accounting records, and the maintenance 
of general ledgers for control accounts of factory operation. In 
some instances, the preparation of billings to customers was also 
decentralized. The five plants referred to were either at great dis- 
tance from the home office or had special problems in purchasing 
which could not be satisfactorily handled from the general office. 
All these moves stopped short of complete decentralization of ac- 
counting but were made at points where maximum savings in costs 
would be realized. 
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Accounting Functions Remaining at Home Office 

In addition to established functions which have not been par- 
ticularized, we kept in Lancaster general office the accounting re- 
sponsibility for and work of: 


Customer billings (except as noted) 

Accounts receivable 

Accounts payable (except freight and petty cash) 
Property accounting 

Sales analysis 


During our investigation of the decentralization of accounting 
problem, it was our responsibility to follow through on installa- 
tions to make certain that they worked smoothly. The detailed as- 
sistance given the plants in this connection was very helpful to 
them and, at the same time, provided a clearing’ point for troubles 
arising at either the factory end or the general office end of the 
proceedings. Some comments on the operation of each of the 
functions decentralized may be of interest. 


Payment of Freight and Approval of Vendors’ Invoices at Plants 


It was considered desirable to have the vendors’ invoices go di- 
rectly to each plant. They had been partially approved at the plants 
before the program started, but complete approval was not possible 
because the plants were not processing or paying freight bills. To 
approve completely vendors’ invoices in some cases, it is requisite 
to know whether the freight terms have been adhered to or not. It 
was therefore necessary to set up arrangements for payment of 
freight at the plants. This was done by increasing the plant im- 
prest cash account to a sufficient extent to cover the substantial 
amounts of freights paid on incoming and outgoing shipments. 

At this particular point, the traffic department at Lancaster be- 
came interested in the proposed change because of the advantage 
seen in reviewing freight bills before payments were made. Any 
adjustments of freight bills are much easier to effect prior to pay- 
ment than they are afterward since the correction afterward in- 
volves a refund and hence a preparation of a claim. This matter 
was worked out satisfactorily in respect of plants within overnight 
mailing distance of the home office by having the carriers mail the 
freight bills to the traffic department at Lancaster first. For 
plants at greater distance, it was necessary to pay the freight bills 
first and have them examined at Lancaster for rate corrections later. 
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receivable, billing, and the offices of the production managers and 
sales managers were all centralized as were the secretary’s office 
and the treasurer’s office. 


Decentralization as Result of Study 

The following is a summary of our conclusions in respect to the 
minimum functions to be set up as the plant controllers’ responsi- 
bility but controlled by appropriate accounts in the general office 
ledgers. In some of the plants, the circumstances were such that 
further duties and responsibilities were transferred to the plant 
controller. The functions transferred to all plants were: 


1. Payment of freight bills and complete approval of ven- 
dors’ invoices. 

2. Recording costs of purchases and preparation of pur- 
chase profit and loss reports. 

3. Computation of gross pay earned by individuals and the 
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Accounting Functions Remaining at Home Office 

In addition to established functions which have not been par- 
ticularized, we kept in Lancaster general office the accounting re- 
sponsibility for and work of : 


1. Customer billings (except as noted) 
2. Accounts receivable 
3. Accounts payable (except freight and petty cash) 


4. Property accounting 
5. Sales analysis 


During our investigation of the decentralization of accounting 
problem, it was our responsibility to follow through on installa- 
tions to make certain that they worked smoothly. The detailed as- 
sistance given the plants in this connection was very helpful to 
them and, at the same time, provided a clearing’ point for troubles 
arising at either the factory end or the general office end of the 
proceedings. Some comments on the operation of each of the 
functions decentralized may be of interest. 


Payment of Freight and Approval of Vendors’ Invoices at Plants 


It was considered desirable to have the vendors’ invoices go di- 
rectly to each plant. They had been partially approved at the plants 
before the program started, but complete approval was not possible 
because the plants were not processing or paying freight bills. To 
approve completely vendors’ invoices in some cases, it is requisite 
to know whether the freight terms have been adhered to or not. It 
was therefore necessary to set up arrangements for payment of 
freight at the plants. This was done by increasing the plant im- 
prest cash account to a sufficient extent to cover the substantial 
amounts of freights paid on incoming and outgoing shipments. 

At this particular point, the traffic department at Lancaster be- 
came interested in the proposed change because of the advantage 
seen in reviewing freight bills before payments were made. Any 
adjustments of freight bills are much easier to effect prior to pay- 
ment than they are afterward since the correction afterward in- 
volves a refund and hence a preparation of a claim. This matter 
was worked out satisfactorily in respect of plants within overnight 
mailing distance of the home office by having the carriers mail the 
freight bills to the traffic department at Lancaster first. For 
plants at greater distance, it was necessary to pay the freight bills 
first and have them examined at Lancaster for rate corrections later. 
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Determining Purchasing Profit and Loss 

With the payment of freight and approval of vendors’ invoices 
set up at the plant, it was possible to go on to the accumulation of 
actual costs of raw materials purchased, the summarization of 
these costs, comparisons with standards, and the computation of 
the purchasing profit and loss report each month. Part of the ap- 
proval procedure for vendors’ invoices at the plant includes the 
calculation of the net amount of the bill and the application of the 
accounting code. The purchase cost of raw materials is posted 
to card records as the bills are approved, prior to mailing to Lan- 
caster for payment. The control of these postings is maintained 
at the plants and verified against tabulated runs prepared at the 
general office for corporate accounting purposes. A copy of each 
plant’s tabulation of materials purchased is mailed to the plant im- 
mediately after the run is made. The “cut off” point each month is 
noted by each plant on the invoices sent to Lancaster for payment. 

The installation of the purchase profit and loss at each plant was 
a “natural” because all pertinent data in respect to the receipt of 
the material, the condition of the material, and its proper identifi- 
cation, were on hand at: the plant and greatly facilitated the work 
of accumulating receipts and costs in the plant accounting depart- 
ment as compared with the details formerly involved when these 
records were reconciled at Lancaster. Through the decentraliza- 
tion of freight payments, approval of invoices, and preparation of 
the purchasing profit and loss at the plant, an appreciable decrease 
in correspondence resulted. Two copies of the receiving report 
and one copy of the purchase order were eliminated. Formerly the 
cost department and the accounts payable section at Lancaster re- 
ceived copies of receiving entries from the plants and matched 
these against the material paid for. The accounts payable section 
likewise received an extra copy of the purchase order. 


Accumulation and Accounting Distribution of Gross Pay 

The plant managers are most interested in the total wages paid 
daily or weekly for services performed in plant operations and 
much less concerned about who prepares the pay checks. The gen- 
eral office equipment is the most efficient payroll equipment we 
have and since the preparation of the pay check, the maintenance 
of earnings records, tax withholding, and miscellaneous records 
required could be done most economically at Lancaster, the respon- 
sibilities were divided on that basis. Weekly clock ring cards were 
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substituted at the plants for daily clock cards, and the accounting 
distribution was made from the original work reports at the fac- 
tory. A tabulating card was designed to accommodate the accumu- 
lated pay for each person, the earnings were posted daily, and 
daily controls were maintained by the plant payroll department be- 
tween the total pay and total distribution to accounts. At the end 
of each pay period, these cards are sent to Lancaster for punching 
in gross wages and the preparation of the pay checks. Each month 
a summary is made of the month’s distribution of pay and mailed 
to Lancaster to be included in the company accounting details. The 
plant controller must reconcile payroll accrued and paid accounts. 

Many uses are made of the prompt payroll distribution data now 
available at the plants, which were not possible when the distribu- 
tion was prepared at Lancaster. The chief advantage is better cost 
control. Also, substantial reduction in storage space requirements 
came about through the use of weekly clock cards in place of the 
daily cards. All payroll distribution in the plants is done manually 
except for one plant. Manual distribution compares favorably with 
tabulating distribution in efficiency since it is possible to distribute 
the pay of entire crews to common operations. In tabulating, we 
were distributing each man’s pay separately to operations common 
to the whole crew, a step which took a lot of card punching. In the 
one plant at which we are using punched card tabulation for this 
purpose, we have what is practically a job order operation. 


Withdrawals From Mechanical Stores 


In all our plants the purchases of spare machine parts and items 
of common use, such as small hardware, waste, oil gloves, soaps, 
and the like are charged to the stores account and carried in inven- 
tory under the control of the storekeeper. Releases from stock are 
by requisition, coded to the proper account and operation. The 
distribution of such materials is now tabulated at each plant and 
the charges accumulated promptly to assist in the control of main- 
tenance and sundry supply costs. 


Running the Factory Cost of Sales 


Cost of sales and transfers of material to other plants are now 
summarized by the plant controller and journalized each month. 
This gives the plant controller better control of the entries affect- 
ing his inventory accounts and has reduced the accounting effort 
as compared with the previous method of putting the standard cost 
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of each shipment on the shipping copy of the order. Much of the 
quantity summarization now required was already being done for 
inventory control purposes and about all that was added was the 
extension of these summaries at standard plus a distribution to the 
proper sales division—or factory if an interplant transfer, 

To operate this function properly from the plant, it is necessary 
to have a close tie-in with the billing department at Lancaster to be 
certain that the cost of sales for the few invoices overlapping at 
the end of the month is journalized in the proper period. The bill- 
ing department will notify each plant controller, after billings have 
been completed for the month, of any shipments made that were 
not billed and the plant controller will adjust his cost of sales entry. 


Factory Expense Budget and Preliminary Operating Report 

The factory managers are supplied each year with a detail of the 
year’s expense budget as it applies to each particular plant. This 
detail contains fixed amounts per month for some sources of ex- 
pense plus the variable allowance factors of other sources on a unit 
basis. These budgets have, of course, been built and accepted by 
the plant management prior to their publication and the copy men- 
tioned is sent for follow-up and comparison with the budget re- 
ports showing performance which are issued from the general 
office at Lancaster. The reports are prepared on tabulating equip- 
ment and it is therefore necessary to punch cards for the budget 
allowances and to summarize actual expenditures by the budget 
classifications of expense. 

Prior to the decentralization program, the plant controllers sub- 
mitted activity factors to the Lancaster general office each month, 
from which allowances were calculated and cards punched. The 
report prepared by assembling actual expenses against budgeted 
expenses was sent back to the plant about the fifteenth working 
day of each month. It was in detail in so far as operations and 
amounts of money spent were concerned, but contained very little 
detail concerning the items for which expenditures were made. 

We moved the preparation of budget allowances each month to 
the plant controllers. Instead of sending activity factors into Lan- 
caster general office, the plant controllers send in the dollar allow- 
ances for the factory expense budgets for the month and are thus 
able to record for the benefit of the plant managers the budget 
allowance totals before the report is mailed to Lancaster. The 
plant controllers then set up records to accumulate the actual 
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charges against expense during each month, a large part of which 
are summarized from the distribution of payrolls and of stores. 
The payment of money to vendors for items chargeable to expense 
could be summarized by the plant controllers as the bills proceed 
through the invoice approval section at the plant, but it was found 
more expedient to get a summary run by about the fourth working 
day of the month from the general office tabulating section. 

Our normal closing schedule is geared to the ninth working day 
of the month. It proved possible for the plant controllers to pull 
together a budget report at the plant on the tenth working day, 
about a five working day gain over the former procedure. The 
fact that the plant controller had a part in the accumulation of 
these expenses has helped him very much in the presentation of 
the comparison of actual and budgeted expenses. The presentation 
was improved in another direction by the fact that the plant con- 
troller sat down in conference with the plant manager and went 
over the items of budget variance with him. This method of pres- 
entation has been a great deal more effective than the former writ- 
ten report submitted from the Lancaster general office. 

The preliminary operating report referred to stems from the 
factory records in the possession of the plant controller and is a 
summarization of factory variances from standards, divided as to 
direct labor, material utilization, scrap, expense over or under the 
budget, and volume variance. This does not give the plant man- 
ager a profit and loss picture inasmuch as sales do not enter into 
the comparison, but it does give him a report of his complete per- 
formance against standards for the month and period to date. 


Standard Manufacturing Expense Rates 

Each year standard manufacturing expense rates are developed 
for each plant, using the plant budget as a basis of expense totals 
and tying the expense rates in with a predetermined factory vol- 
ume. There has always been a fair amount of coordination be- 
tween the plants and the general office in the computation of these 
rates and it was customary to review with the plant controller the 
rates developed in the general office before using them. This pro- 
cedure has been changed to a certain extent. 

Now the plant controller is furnished with the volume that is to 
be used for the setting up of the rates and is responsible for the 
development of the rates, themselves, the distribution of the serv- 
ice operations, etc. He does get assistance where needed from the 
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general office cost department, but the prime responsibility for 
building these rates is his and it aids him considerably in discus- 
sing standard expense costs with the plant managers or the sales 
department. It likewise makes for a more realistic distribution of 
service operations in the plants, since the individual plant control- 
ler has intimate knowledge of the activities of his plant. 


Further Decentralization or Modification Possible 

It goes without saying, of course, that the decentralization pro- 
gram is not static and it is altogether likely that further changes 
will be made, either toward a greater degree of decentralization or 
perhaps the modification of decentralization that now exists. The 
experience that we have with the operations as they are now set up 
will be the determining factor. As it looks at the moment, none 
of the functions decentralized will be brought back to the general 
office unless lack of control develops at the plants. There is no 
question but that information prepared on the spot is superior to 
that prepared at a distance for the purpose of accounting control 
of costs. It is believed that the transfer of the enumerated func- 
tions to the plant controllers has corrected the principal deficiencies 
in the previous centralized accounting in respect to services to 
plant management. Reports are more timely, realistic, and gener- 
ally more useful when prepared at the plant for plant operations. 


Lower Direct Costs of Transferred Functions 

Our experience with the direct cost of the work decentralized 
has been good in comparison with the previous costs of perform- 
ing the same functions. Part of this is due to the fact that the 
plants had been doing portions of the particular jobs, work dupli- 
cated to an appreciable extent in the general office. A portion of 
the time savings was secured by simplifying the work. Our rec- 
ords show that a reduction in effort amounting to 18,000 man hours 
per year has been accomplished on the jobs decentralized. A par- 
tial offset to this saving in the performance of the jobs involved 
arises from increased travel expenses of the company’s internal 
auditors, a natural result of the program. However, the potential 
savings in plant operating costs through better cost control are 
large. The plant controllers are in a much better position now to 
give real service to company management and to use their in- 
genuity and knowledge to full advantage. 




















THREE TOOLS FOR SALES MANAGEMENT 


by NORMAN A. COAN, 


Planning and Procedures Staff, Marathon Corp., 
Menasha, Wis. 


[* MANY organizations the sales manager is offered less by way 

of factual guidance than any other executive. The more complex 
and diversified the products of the enterprise, the more true this 
can be. Often the sales manager must look to some sixth sense, 
supplemented by optimism, to keep in touch with his immediate 
current and near future sales and sales profit position. However, 
the object of all control reports and devices, as distinguished from 
analytical, statistical, or purely financial accounting statements, is 
to put the reins of the business into the hands of the executive. 
One way to test the worth of a control or operating tool for man- 
agement is to see if it can stand the “golf or work” test. The ex- 
ecutive should be able to come to his office, scan the report, and 
from it determine whether to go golfing or buckle down to work. 
If the indicated action is work, then the report should also show 
where the work is needed and how much is required. 

As applied to sales management, there are three reports by 
which the receipt and accumulation of orders, their transformation 
into sales, and knowledge of profit trends dependent on type of 
sales, can be kept well in hand. These are: 

1. Bookings and Backlog Report (Exhibit 1) 
2. Daily Billing Report (Exhibit 2) 
3. Product Sales afMi Profit Trend Data Sheet (Exhibit 3) 


A Hypothetical Case 

Before giving further particulars of the use of these three tools, 
it will help to conjure up a hypothetical enterprise somewhat 
similar to the one for which they were originally shaped. This 
nonexistent company operates under the following conditions: 


1. Products are sold to ten or more industry lines such as 
drugs, cosmetics, bakeries, frozen foods, meat packers, 
etc. There is also a line of household resale items. 

2. There are literally thousands of individual products 
(counting sizes, styles, designs, and different basic ma- 
terials) and a large portion of them are of the special or 
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made-to-order type. However, experience has led to clas- 
sifying all these products into 300’ product groups dealt 
; with separately in budgeting, sales-production coordina- 
4 tion, materials allocation, and bulk reporting totals. For 
. each of these 300 products groups a fairly representative 
common denominater reporting unit has been developed, 
1 such as 100 square inches, 1,000 feet, 1,000 pounds, 
equivalent quart, etc. 

































3. The sales organization consists of about 200 representa- 
tives working out of about ten regional offices. The com- 
pany distributes nationally, manufactures in several 
plants, and has such matters as zone prices, quantity lot 
prices, etc., to deal with. 

4. The company operates on a standard cost system and, due 
to tremendous product detail, utilizes mechanical tabulat- 
ing equipment. 

The three report tools described constitute a method of putting 
sales control data into the hands of the sales executives. Each per- 
forms a separate mission, though Exhibits 1 and 2 are used to- 
gether to provide leverage to control certain operating conditions. 
Exhibit 3 is both a steady long-term standby tool for regular re- 
view and also a timely aid for special quick decisions. 
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Bookings and Backlog Report 


The bookings and backlog report is issued weekly by product 
groups at company, region, and individual territory levels and, 
prepared separately for product lines, it goes to the respective sales 
promotion managers. Condensed into totals for each product line, 
the report reaches the sales manager, who also receives an inter- 
pretative analysis of the detail from the marketing control depart- 
ment. A copy is sent to the production planning department. An 
inspection of Exhibit 1 will show that the information given in- 
cludes product designation, unit physical quantities of net book- 
ings for the current week, month to date, and (for the final report 
for the month) year to date, and dollar figures for (1) monthly 
sales budget for the present and coming quarter and (2) sched- 
uled backlog by shipping dates for four months including the cur- 
rent one, with a column for any additional backlog. The monthly 
sales budget columns relating to the two quarters are so placed 
that they will adjoin the backlog columns to which they relate. A 
double vertical line is drawn between the months at which the 
quarter breaks. It may be well to specify that the figures shown 
in the exhibit, whether net bookings or net scheduled backlog are 
after cancellations. The report is prepared by the sales service sec- 
tion of the sales division which receives, schedules, and enters all 
orders and works in close relationship with sales personnel, pro- 
duction planning staff, and customers. 

Some may think array of data excessive. However, due to the 
many types of products, the many industry lines, and the nature 
of the products, the sales division really has two distinct jobs to 
perform. Not only must it sell the products, it must sell them in 
a schedule matched with plant capacity. Actually the sales division 
is selling machine hours and not products. Since the products are 
predominately tailor-made at all sales levels, the measure of per- 
formance must be sales versus a pattern, not just sales. By means 
of these reports, the entire sales division is kept advised of what 
holes can and should be filled 30, 60, and 90 days ahead. With 
sales budgets set near to (or at least with a known relation to) 
productive capacity, this report is an attempt to production plan 
by selling at right time intervals ahead of prodt ction. 

The report is an important tool to sales management. It is one 
of the principal reins in its hands at all levels. It tells in advance 
how the business is coming in and on the same report how busi- 

















JUNE 1, 1948 1205 


ness is scheduled to go out, and when it is in order to go golfing 
and when it is necessary to start digging.. The use of this report 
in connection with Exhibit 2 will be covered later in the article. 


Daily Billing Report 

This is a much simpler report and is issued only at company 
level. It is prepared by the accounting department and distributed 
to the sales manager, marketing control department, sales promo- 
tion managers (their own product lines only), budget director, and 
production planning department. It is issued daily by subtotals of 
product groups rather than by each of the 300 groups. These sub- 
totals correspond to those indicated in Exhibit 1. The final column 
of the body of the form is the significant one, for it reports which 
product groups are progressing at budget velocity and which are 
ahead or behind budget velocity. This is accomplished by report- 
ing the percentage of budget billed to date in red if below the 
percentage that should have been obtained and in black if equal 
to or better than budget velocity. The daily billing report simply 
shows how last month’s forward planning is crystallizing as actual 
sales. However, this is important for two reasons. The first is 
psychological in that all minor and top executives, knowing that 
daily progress is reported, are apt to be more thorough. 


Joint Use of Reports 

The second reason relates to the use of the weekly bookings and 
backlog report in conjunction with the daily billing report by top 
sales management to follow the performance of the other phases 
of the company’s operations in regard to fulfilling sales plans. 
Though it is certainly not the sales manager’s responsibility to 
police the production, traffic, and accounting departments’ per- 
formance as well as his sales divisions, it nevertheless is highly 
desirable for him to be aware how his sales plans are progressing 
from day to day in terms of all operations involved. 

For instance, scheduled January shipments of printed cartons, 
per Exhibit 1, amount to $211,000 or above budgeted_sales of 
$200,000 for this group of products as shown on both reports. 
However, Exhibit 2 shows also that with the month half gone, ac- 
tual billings run to only $60,000 or 30 per cent of the budget fig- 
ure. If the latter is to be met, shipments for the rest of the month 
will have to proceed at nearly two and one-half times the present 
rate. Knowing that the budget quantity is close to plant capacity 
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to produce, the sales manager is perfectly in order to demand ex- 
planation. Of course it could be all right. Perhaps all shipments 
are scheduled for the last part of the month but this is a bulky 
product and the storage facilities are limited so, if Order Service 
actually scheduled shipments this way, they were not planning too 
well. Or perhaps Traffic is behind—a car shortage. Maybe Ac- 
counting is having trouble with billings. 

The second product subtotal, plain overwraps, offers another 
instance. Here a different situation exists. The backlog reported 
for January shipment is $90,000, only 64.3 per cent of the monthly 
budget of $140,000. On this item, the daily billing report states 
that $70,000 has already been shipped. This does not ring true 
for, if reported data is correct, the plant has only $20,000 yet to 
ship. This is not much over one-quarter of what it shipped the 
first half of the month. This could be, of course, but since the sales 
manager has heard no rumblings of a planned shutdown of this 
portion of production facilities nor requests to okay a stocking 
plan, there still is room for question. As in the first case, he in- 
vestigates and is informed that February orders (note Exhibit 1 
backlog for February is $160,000) are being pulled ahead and 
shipped in January. This is as it should be; the order service de- 
partment is doing a good job to fill a current hole in the production 
and shipping schedule. However, there should have been a follow- 
through to correct the backlog report to reflect this. 


Product Sales and Profit Trend Data Sheet 


The third tool of sales management, which rounds out the group 
described in this article, is not necessarily used for control of day- 
to-day, week-to-week, or month-to-month sales operations. How- 
ever, the form in which it is embodied is used as a constant refer- 
ence by the sales manager, particularly during the processes of 
budget setting and profit planning, and as a constant thought- 
provoking device in matters of selective selling by products or of 
allocation of production capacity to lines, or with respect to pricing 
of products or lines. Exhibit 3 illustrating the form does not re- 
flect data for the products shown on Exhibits 1 and 2. Rather, it 
shows the representative actual performance of an old line product 
group in.our imaginary company. It consists of a multi-year rec- 
ord with quarterly detail. 

It must be kept in mind that the data, though it covers “one of 
300 products,” actually does not apply to one product. It is one 
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group of products and, as explained before, the data reflects many 
influences such as product mix, quantity lot purchases, zone prices, 
style and size, geographical distribution, decoration, etc. 

Bearing in mind that comparisons among periods run from top 
to bottom in each column, it may be helpful to pass “once over 
lightly” the information afforded by this form for the product 
group in question, on the basis of the hypothetical figures given : 

Unit quantity sales—Increasing from 1944 through 1947 
but markedly off first quarter 1948. This is partly expected 
from known industry trends but not expected to be so severe. 
Investigation now in process. 

Net sales dollars—Increase of about 80 per cent from 1944 
through 1947. Higher than the approximate 48 per cent in- 
crease in units for same period. First quarter 1948 down 
with units. 

Unit prices—Rather steady through price-controlled years 
with reflection of proper increases in line with recent price 
rises. First quarter 1948 price up as expected. Part of in- 
vestigation is to determine effect of price increase on volume 
decrease. Data at hand so far indicates volume drop not due 
to price reaction but to a more basic industry reaction. 
Importance of product group to company, saleswise—In 
1944 was 6.4 per cent of total sales. In 1947 was 7.5 per 
cent. Thus product group expanded at greater rate than 
total company sales. (Marketing research has shown that the 
company’s proportion of total industry potential has in- 
creased slightly, but increase is generally due to over-all in- 
dustry growth not replacing of competitor’s products). First 
quarter drop for 1948 in the product group a serious one 
from this standpoint. Product loss was over 50 per cent of 
total company sales position on this group. Answer from 
investigation must determine over-all policy on what to do 
with lost capacity if it can not be continued on this set of 
products. 

Gross profit—Increased approximately $258,000, 1947 over 
1944, about 34 per cent. Since sales increased about 80 per 
cent (see sales columns), profit per cent per sales dollar must 
be sliding. 

Gross profit per unit—Decreased 27 Gents, 1947 from 1944. 
Gross profit per cent of sales dollars—Decreased 10.6 per 
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cent, 1944 to 1947. Due chiefly to cost increases not reflected 
in sales price during controlled price period and even after 
price increases in 1947. Additional cost increases reacted to 
hold to lower level. 
Importance of product to company profitwise—-'n this con- 
nection it may be pointed out that perhaps the oaly unique 
part of this form is the data in the “percentag= wf total com- 
pany” columns. These are highly significant figures in evalu- 
ating the trend of a product group. The per cent of total 
company sales versus the per cent of total company profits 
very quickly pegs the importance of the product to the enter- 
prise. What is more significant, the change in the relation- 
ship of these two figures quickly reveals the trend direction 
of relative importance of the product group to the company. 
In 1944 this product group yielded 6.4 per cent of total 
sales and 8.9 per cent of total gross profit. Definitely a better 
than average profit product, a “big brother” product. Though 
both unit and dollar sales and profits have increased, the per 
cent of total sales in 1947 was 7.5 per cent while the per cent 
of total profits was 8.5 per cent. Still a better than average 
profit product group, but not as much above average profit- 
wise as in 1944. If this trend continues it will soon be an 
average product group and unless the trend is arrested, the 
group will deteriorate to “bread and butter” status. 


Marginal balance—-Taking these three columns together, 
there is an interesting story here in regard to apparent fixed 
costs. (We are looking at this through sales eyes, not cost 
department eyes). In 1944 the difference between marginal 
balance per cent and gross profit per cent (50.8 minus 40.3) 
was 10.5 per cent. This per cent of sales dollars, amounting 
to $197,350, is thus the apparent assessment of fixed charges 
against this product group. In 1947 the difference (39.5 
minus 29.7) is 9.8 per cent. Here the amount is some $335,- 
000, the apparent fixed charges assessed against the product. 
It would seem that fixed charges have increased about 65 per 
cent. 


The Meaning of the Story 
With the data in front of him, it is most likely that thoughts 
such as these occur to the sales manager and are sooner or later 


translated into action: 
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1. Would an analysis of this product group’s sales by 
regions and territories, even down to customers, reveal 
certain areas of the country that are considerably less 
profitable than others? : 

2. Can manufacturing engineering do anything to cut the 
variable cost of manufacture of this product and thus en- 
hance the marginal balance and increase our profits? 

3. Should we ask the accounting department to explain the 
sizable increase of fixed costs assessed to the product? 

4. Is there anything wrong with our price setup on this 
product group whereby we might be losing profits due to 
wrong zoning prices, wrong quantity lot prices, wrong 
products, style, and size prices? Is an analysis of these 
conditions in order? 

5. What are we as a company prepared to do with this prod- 
uct group if the trend to a “bread and butter” product 
continues? Continue at present velocity? Let it die out 
by itself? Discontinue it at once? Better check up on the 
entire make-up of our product line. How many products 
and what percentage of our total business reflects such 
a condition? Due to our rapid growth, are we turning in- 
to a different type of business in which we must look to 
large volume to secure the desired profit? 


6. What has the product development department to say 
about this product group as it is—or about improvements ? 
7. Are there any other products in our present line which 
use the same raw materials and converting capacity as 
this product and show a more favorable profit trend? 


The three tools for sales management exemplified by the forms 
described in this presentation are not a cure-all. Possibly they are 
not even the best of such tools that may be in existence. However, 
under the conditions of our hypothetical enterprise and in most 
real ones, there is a complex situation to face. It is impossible for 
any one executive, or in fact several executives, to keep in touch 
with all the details of such an enterprise. Each controls a multi- 
plicity of activity by means of a set of reins leading to his hands 
from the centers of activity. The sales executive of our enterprise 
can control the activities for which he is responsible by these three 


tools. 




















FINDING AND CONTROLLING THE BREAK-EVEN POINT 
by NICHOLAS ST. PETER, 


Resident ery Clark Township Plant, 
Hyatt Bearings Division, General Motors Corp. 
Rahway, N. J. 


Dn break-even point is a good barometer of profit possibilities. 

For this reason, it is essential that we not only plan our break- 
even point on the basis of expected price levels, expected fixed 
costs, and expected variable costs, but that we also check current 
performance to determine what changes are taking place in any or 
all of these factors and the effect of such changes on our expected 
profit and expected return on investment. It is my purpose to 
describe a procedure for dealing with this problem. 

Our perspective is conditioned by the physical volume we are 
expected to produce and ship during the ensuing calendar year. 
We call this the Index Volume and check it against our capacity 
to ascertain whether or not a third shift, sixth day overtime, daily 
overtime, or additional facilities may be necessary, all factors 
affecting our cost of doing business. If additional facilities are 
necessary we check on our invested capital also. This study also 
permits us to have available when required the manpower and 
facilities necessary for our scheduled production. 


Flexible Budget Supplies Basic Data 

As a basis on which to work we have a flexible manufacturing 
expense budget predicated on what we call Standard Volume and 
covering fixed and nonvariable expense, variable expense, and pro- 
ductive labor. We use this budget to develop a standard burden 
rate to compute burden unit costs, and productive labor and manu- 
facturing expense for any level of manufacturing activity. We use 
it also as a measure against which current productive labor and 
manufacturing expense may be checked. 

For budgeting purposes, we include in fired and nonvariable 
expense the conventional fixed charges such as property insurance, 
property taxes, and depreciation on buildings and equipment. In 
addition we include the costs of a nucleus organization, fuel oil 
for heating, electricity for lighting and other necessary purposes, 
water, necessary maintenance, and development expense. Among 
variable expenses, apart from labor and materials, we recognize: 
1211 
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1. Supervision not provided for in 12. Commercial tools 
the nonvariable budget 13. Tool maintenance 
2. Setup men 14. Machine maintenance 
3. Process inspectors 15. Building maintenance 
4. Final inspectors 16. Power 
5. Laborers 17. Employee insurance and taxes 
6. Timekeepers 18. Cost of scrapped product 
7. Clerks 19. Cost of reworking defective 
8. Inside and outside truck drivers product 
9. Crane operators 20. Cost of downtime 
10. Supplies 21. Cost of miscellaneous items not 
11. Product tools otherwise classified 


Predetermining Costs and Burden Rates 


Each of these items of expense is expressed as a percentage of 
productive labor in setting up the budget. These rates are de- 
veloped from our current year’s experience after eliminating non- 
recurring items and also providing for known unusual expenses we 
expect to sustain during the year. Productive labor is computed 
as an allowance for each unit of product. This allowance is gen- 
erally the current actual, adjusted to remove any abnormalities. 

At this point we have available the data from which we can 
predetermine our productive labor cost and manufacturing ex- 
pense for both our standard volume and index volume. For pro- 
ductive labor we merely multiply the allowance per unit by the 
respective physical volumes. Inasmuch as our variable rates are 
expressed in detail as percentages of productive labor, we pre- 
determine variable expense by multiplying allowed productive 
labor by these rates. Fixed and nonvariable expense is the aggre- 
gated dollar allowance, by account. We divide standard volume 
productive labor into total fixed and nonvariable costs and add 
over-all variable rate per dollar of productive labor, giving us 
standard burden rate. This burden rate is used as a basis of 
allocating burden to units of product. 


Commercial Expense and Product Engineering 

Commercial expense is also burden. With us, it consists of 
administration, advertising, selling, shipping, and loading ex- 
penses. Estimates are prepared of administrative costs for the 
year using current costs as a guide and tempering them to reflect 
expected changes. An advertising program is prepared by our 
advertising manager showing contemplated expenditures for each 
kind of publicity: radio, magazines, trade papers, newspapers, etc. 
The sales department prepares an estimate of its expenses, using 
the current costs as a guide. Shipping and loading costs are pre 
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determined as a percentage of the sales dollar. We consider all of 
our commercial expenses, with the exception of shipping and 
loading, as nonvariable costs. Shipping and loading costs are con- 
sidered variable. 

There are two other types of expense in our business that we 
consider nonvariable. These are product engineering and special 
tools. Our product engineering department is charged with the 
responsibility of issuing product specifications to the manufactur- 
ing and inspection departments, designing new products, and 
servicing field representatives with technical data. An estimate is 
prepared of expected costs for the year. An estimate is also pre- 
pared by the development department of expected expenditures 
for special product tools. These are the initial sets of tools that are 
required to produce new products which we expect to add to our 
line during the new year. 


Raw Material Standards 


We have not yet mentioned raw materials. We have raw ma- 
terial standards for every component that we make. These tell 
us how much material must be used to produce each component 
part in our line. We also know from data supplied by our pur- 
chasing department approximately how much we are going to pay 
for this raw material. Knowing these two factors, it is a simple 
matter to determine our expected raw material costs per unit. 
We merely multiply the quantity required by the price we expect 
to pay. To compute the total expected raw material costs at both 
standard and index volume, we multiply each respective physical 
volume of each part by the expected unit raw material cost. 


Profit and Loss Budget 


We are now ready to prepare our profit and loss budget at both 
standard volume and index volume. The physical volumes of both 
standard and index are converted to dollars of sales on the basis 
of the current price level. Our cost of sales are determined by 
adding together the following costs, all of which have already been 
developed in our discussion thus far: 


I. Raw material 4. Fixed and nonvariable man- 

2. Productive labor ufacturing expense 

3. Variable manufacturing ex- 5. Product engineering 
pense 6. Special product tools 
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The sum of these costs deducted from our expected sales rev- 
enue gives us our gross profit. We then deduct from our gross 
profit commercial expenses which have been previously mentioned. 
The result is net operating profit before Federal income tax. As 
previously mentioned, a profit and loss budget as described is 
prepared for both standard volume and index volume. 


Determining Break-even Sales 


The basic structure is now complete. In order to ascertain our 
expected break-even point, it is necessary to determine two things: 
(1) our planned fixed costs and (2) our planned variable profit. 

Planned fixed costs have already been developed in this discus- 
sion. They are: 

1. Manufacturing fixed and nonvariable expenses which 
are a part of the manufacturing expense budget. 

2. Fixed administration, fixed advertising, and fixed selling 
expenses which are a part of the commercial expense 
budget. 

3. Fixed product engineering expense. 

4: Fixed special tools expense. 


The sum of these costs represents total planned fixed and non- 
variable costs. If we add these costs to net operating profit before 
Federal income taxes the result will be variable profit. You would 
get the same result by deducting from expected sales revenue 
planned variable costs, as follows: 


1. Raw material 4. Shipping and loading ex- 
2. Productive labor pense 
3. Variable manufacturing ex- 

pense 


We now want to determine the percentage of planned variable 
profit to our total sales. This is computed by dividing total sales 
into planned variable profit. If we then divide the percentage of 
planned variable profit into our total planned fixed and nonvari- 
able expense, the result will be our expected break-even sales. 


Reviewing the Plan with Top Management 


All of the component parts of our plan for the ensuing year 
have now been summarized in the profit and loss budget for both 
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standard and index volumes. Management now knows how much 
profit it can expect to earn if the price level is maintained and 
budgeted costs are not exceeded, at both standard and index 
volume. It knows, too, how much capital will be tied up in the 
business and the expected percentage of profit return on invest- 
ment at both standard and index volume before and after Federal 
income tax. It knows our break-even sales volume on the basis of 
the budgeted price level and budgeted costs. 

The line executives are now in a position to decide intelligently 
on their course of action if they are not satisfied with the goals 
indicated in our profit and loss budgets. They may decide, for 
example, to try to increase sales volume. In this event, a further 
study would be made to determine what additional facilities are 
required, what the effect on our fixed costs would be, how much 
the added fixed costs would increase our break-even sales, and 
whether or not our return on investment would be improved. Or 
they might decide that our break-even point is dangerously high 
in relation to sales possibilities and that we should revamp our 
organization to effect a reduction in nonvariable expenses which in 
turn will reduce our break-even point. 


Reviewing the Plan with Other Levels of Supervision 


Accordingly, after top management has approved our profit and 
loss budget, we take the time to review our over-all objectives with 
all levels of factory supervision. In these meetings, which are com- 
posed of small groups, we tell the supervisors what our standard 
and index physical volumes are by part number so that they can 
readily see what their production problem is going to be in the 
ensuing year. We explain to them what composes our fixed and 
nonvariable costs and what they amount to, what composes our 
variable costs and what they amount to per dollar of sales, what 
our variable profit is per dollar of sales, and how our break-even 
point is determined. We emphasize to them the part they must 
play in the achievement of the objectives and the effect on our 
variable profit and break-even point if their budgeted coscs are 
exceeded. They are also told how the new manufacturing expense 
budget compares with the old, how they performed on an over-all 
basis against the old manufacturing expense budget, and how their 
current expenditures measure against the new budget allowables. 
Immediately after these meetings are held, each general foreman 
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is given his own departmental budget in the plant manager’s office 
in the presence of the plant manager, his division head, and a rep- 
resentative of the accounting department. At this time, the de- 
partmental budget is explained thoroughly to the general foreman 
so that there is no question about the hasis of measurement of 
his performance and how it is determined. The plant management 
receives a copy of the over-all manufacturing expense budget and 
each departmental budget. Division heads receive a copy of each 
departmental budget under their jurisdiction. 


Checking On Performance 

On Tuesday of each week, a report of manufacturing expense 
performance of the preceding week is submitted to the plant man- 
ager and the general manager. This is a simple report, 814” by 5”, 
divided into two sections. The upper part is used to reflect manu- 
facturing expense performance and the lower part productive 
labor performance. In the upper section on the left are shown in 
the first column our nine main expense accounts : 


Hy ee ect labor 7 Epolevest aoe ce and taxes 
uu ufacturing losses 

a Tok 8. Fixed charges 

4. Power 9. Sundry 

5. Maintenance 


Going to the right, we have several columns. In the first col- 
umn is shown the total actual expense for the week by account. 
The second column shows the fixed and nonvariable allowance 
by account and the third column shows the total variable expense 
for the week by account, which is the difference between column 
one and column two. In the fourth column is shown the variable 
expense allowance by account, determined by multiplying the vari- 
able rates by the amount of allowed productive labor for the week. 
In the fifth column is shown the budget gain or loss. The lower 
part of the report is not divided into columns. On the first line 
we indicate the amount actually spent for productive labor during 
the preceding week. The second line gives the amount allowed 
for productive labor for the production actually processed and 
in the third line the productive labor gain or loss. 


Reports to General Foremen 

At the close of the calendar month, each general foreman re- 
ceives a similar budget report of his departmental performance. 
This report is issued about the tenth of each month, We also give 
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our general foremen re eee Oe 
tive labor performance. 

One of these reports is a Report of Openers Whose Effi- 
ciencies are Below 100 Per Cent. In this report, we list each 
operator whose efficiency was below 100 per cent for the calendar 
week, indicating his clock number, name, date of hire, actual hours 
worked, standard hours earned, and lost hours. The other report 
is called Labor Effectiveness. This is a summary report showing 

total actual hours worked by all bonus operators, total standard 

_hours earned, percentage of operating efficjency, actual number of 
hours required to rework rejected product, and percentage of 
labor effectiveness. The percentage of operating efficiency is ob- 
tained by dividing standard hours earned by the sum of actual 
hours worked. The percentage of labor effectiveness is computed 
by dividing the standard hours earned by the sum of the actual 
hours worked on bonus and the actual hours required to rework 
rejected product. The plant manager and division heads also re- 
ceive copies of these reports. 

Two additional reports to reflect the quality performance of 
the operators under their supervision are likewise given to the 
general foremen. One of these is submitted weekly and is called 
: Rejection Report. The other is submitted monthly and is called 
Scrap Report. The rejection report indicates by class of product 
the total number of pieces produced during the week, the number 
of pieces scrapped and the percentage this bears to the total pro- 
duction, the number of pieces rejected which can be reworked 
and the percentage this bears to the total production. This is fol- 
lowed by a listing by causes of the number of pieces scrapped and 
the number of pieces rejected for rework. The scrap report in- 
dicates by class of product the total number of pieces scrapped by 
causes and the total cost value of this scrap. The plant manager 
and division heads receive copies of these reports as well. 


Place of the Shop In Maintaining Break-even Point 

If a general foreman has inefficient producers in his department, 
he can affect the break-even point of the business substantially be- 
cause his variable costs for labor, supplies, tools, power, and main- 
tenance will be too high for the volume of good product he is get- 
ting out. Therefore, we want our foremen to know who the in- 
efficient producers are. These producers cause us to use more 
machine tool capacity than we should be using for the volume of 
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product. If this wasted machine capacity could be diverted to 
producing more goods, we might possibly increase our sales vol- 
ume without adding to our invested capital and also without ad- 
versely affecting our break-even point. 
The break-even point of any business is the result of three 

factors : 

1. The price level 

2. Total fixed and nonvariable costs 


3. Variable costs 


If the break-even point is disproportionately high as related to 
sales expectations and some correction is not made quickly, the 
result can be unprofitable operation and eventual financial failure. 
For this reason, it is extremely important that management estab- 
lish the goals that it wants its organization to achieve. It: is 
equally important that all levels of supervision be fully informed 
of these goals and how they are performing against them. If we 
as industrial accountants can accomplish these objectives, we will 
be making a substantial contribution to the financial success of our 
own individual companies because we will then be helping manage- 
ment to keep the ship of business on a safe course. 








COMING ARTICLES 
In the N. A. C. A. Bulletin, June 15, 1948 
Payment of Employees by Payroll Draft Instead of 
in Cash 
by Millard B. Thomas 
A Procedure for Handling the Retail Receivables of an 
Oil Company 
by A. P. Yung 
Profile of an Accounting Executive 
by Edward C. Karmgard 
Accounting Control of the Operations of a Small 
Hospital 
by Delbert J. Morrison 
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MEETING MANAGEMENT'S NEED FOR MEN 
TRAINED IN INDUSTRIAL ACCOUNTING 


by ROBERT A. MORGAN, 


Manager, Office Methods and Procedures Division, 
Caterpillar Tractor Co., Peoria, Ill. 


For MANY years Caterpillar Tractor Company has had shop 

apprentice courses through which new employees were trained 
to adapt the generally accepted theories of the particular type of 
work involved to specific company methods. Also, for many years 
the company has had an informal training program in order to 
develop accounting department employees. Up until fairly re- 
cently, when a young man with an academic background or prac- 
tical experience in the field of accountancy applied for work with 
our company, he was interviewed by personnel division and ac- 
counting department employees. If he successfully met the stand- 
ards of these interviewers and if an opening existed, he was given 
a job in one of the divisions of the accounting department, some- 
times as a timekeeper on a night shift. If the applicant appeared 
to possess outstanding ability and academic background and no 
openings existed, he was often hired and put to work in the in- 
ternal audit division which had been designated as an informal 
training ground and therefore a potential source of supply for 
men for other divisions of the accounting department. 

When the company’s growth was moderate and when well- 
trained employees were easier to find, this was acceptable to all 
concerned. However, the rapid expansion of the company and 
the drain on the accounting department by other departments 
of the company has created a demand for men with accounting 
training in excess of the supply made available in this way. This 
situation, coupled with the general employment situation, required 
that unusual steps be taken. 


Recruiting Trainees 

Accordingly the accounting training program which Caterpillar 
Tractor Company is beginning in the summer of 1948 came into 
being. It is believed that this training program will materially 
reduce the amount of time which is required for the new employee 
to become completely acquainted with the company’s systems and 
methods. The decision to embark upon this program was made 
1219 
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after due consideration of the cost of training men without a pro- 
ductive return while they remain in training and after making 
sure that there would be a sufficient number of job opportunities 
within the organization to which the men might be assigned after 
completing training. The plan is directed to obtaining and train- 
ing for the company men who have already received a college edu- 
cation. Inasmuch as it has always been the company’s policy to 
promote from within when qualified people are available, it was 
first decided to survey present employees to determine how many 
were qualified. This was done through the medium of a bulletin 
board announcement. This announcement elicited applications 
from relatively few employees and even fewer proved to possess 
the necessary educational background. 

Additional recruits were therefore sought in the colleges and 
universities offering a sufficiently extensive accounting curriculum. 
To present our program to the seniors at the various schools we 
prepared a bulletin entitled “College Graduate Accounting Train- 
ing Program” and distributed it to the placement directors at the 
schools where interviews were to be conducted. The brochure and 
the interviews stressed the approach that seniors being graduated 
in 1948 have a wide choice of a future in industry because con- 
sumers’ wants still exceed the supply in most lines. It was pointed 
out that men with specialized training are in demand, but that 
eventually the supply of both men and material will equal calls 
upon them. It was urged that for these reasons graduates care- 
fully consider the fields of endeavor open to them. 

Before presenting the particulars of the program, it may be 
well to set forth the assumptions on which it is planned to proceed. 
Although we believe that the universities and colleges generally 
offer excellent curricula in the theory and principles of accounting 
and related subjects, we know that the modern business organiza- 
tions present complex individual problems which are not and 
should not be a part of the basic college or university training. To 
achieve success the graduate must master these individual prob- 
lems and he must learn in most cases a system of accounts and 
related refinements adapted to the particular enterprise. This re- 
quires supplemental training. Whether corporations should give 
formal training to provide this missing element or permit their 
employees to learn through absorption and association are ques- 
tions on which there has been no unanimity of opinion. Cater- 
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pillar believes it is among the first to present a full year’s train- 
ing program on company time devoted primarily to accounting 
and related matters. By spénding at least a year in concentrated 
training, a new employee can become familiar with many of the 
intricacies of accounting for the manufacture and sale of varied 
products distributed throughout the world. 




































Entrance Requirements 
Applicants who desire consideration for employment by the 
company in its college graduate accounting training program are 
subject to the following requirements : 
Education—The applicant should be a graduate (or a gradu- 
ating senior) of a recognized college or university. He 
should have majored in accountancy and should have taken 
related work in economics, business organization and opera- 
tion, business law, etc. 
Grades—The applicant’s grades are taken into consideration. 
The applicant should show particular proficiency in account- 
ing and related subjects. By this we mean he should have 
» attained at least a “B” average, particularly in accounting. 
Personality—The applicant must be able to get along with 
people and yet find an absorbing interest in figures. 
Age—Each applicant should be at least 21 but not more than 
30 years of age. 
Marital Status—Both married and single applicants are in- 
vited. 
Military Service—Both veterans and nonveterans are invited 
to apply. All other conditions being equal, preference will 
be given to veterans. 
Physical Condition—Each applicant selected for employment 
will be required to pass a physical examination given by 
company doctors. Minor physical deficiencies will not handi- 
cap an applicant’s chance for employment. 
Examinations—Each applicant will be given an entrance 
examination on accounting subjects. It is not a difficult 
examination and is given solely to permit us to judge wheth- 
er the applicant has absorbed and retained enough basic 
accounting theory to enable him to grasp the classroom work 
presented as a part of the course. 
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Attitude and Aptitude Tests 

In order to appraise more accurately applicants for enrollment 
in the college graduate accounting training program, the pérsonnel 
consultant of our industrial relations department was asked to pre- 
pare attitude and aptitude tests which would measure the follow- 
ing desirable characteristics : 


I. 


7. 
8. 


Constructive curiosity or auditing instinct (a critical at- 
titude in which nothing is taken for granted). 
Constructive and independent thinking subject, however, 
to a desire to cooperate and to abide by all reasonable 
rules, regulations, and established procedures. 

Mental alertness. 

Thoroughness. 

Use of English (ability to express ideas in a concise and 
understandable manner) both in writing and orally. 
Willingness to stand the gaff of exacting work and a 
temperament suitable to cope with detail work without 
loss of interest. 

Tactfulness and courtesy. 

Cost consciousness. 


Standards by which the applicants are to be judged were devel- 
oped by statistics and profiles obtained from results of attitude 
and aptitude tests, identical with those to be used in the appraisal 
of candidates, given to accounting department supervisory em- 


ployees. 


ination : 


YAR EHDH x 


Seven tests which are listed below comprised the exam- 


Minnesota Reading Examinations for College Students. 
Cleeton Vocational Interest Inventory. 

Wonderlic Personnel Test. 

Science Research Associates Test of Practical Judgment. 
Guilford’s Inventory of Factors STDCR. 
Guilford-Martin’s Inventory of Factors GAMIN. 
Allport and Vernon—A Study of Values. 


Although the accounting department supervisors were re- 
quested to sign their names to the tests, the results were held in 
strict confidence by the personnel consultant. Because there was 
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a considerable degree of interest expressed by the supervisors in 
the tests, arrangements were made through, which each supervisor 
could discuss his own personal scores with the consultant. Depart- 
ment supervision was not informed of the individual scores. 


How the Training Program Is Handled 


Caterpillar’s college graduate accounting training program con- 
templates a combination of formal classroom sessions and less 
formal on-the-job training. Applicants who are hired as trainees 
become members of the training division of the accounting de- 
partment. As members of this division they will be responsible 
to the accounting instructor as their supervisor. Formal non- 
accounting classroom work is to be presented by instructors from 
the training department. Accounting subjects are presented by the 
accounting department instructor or by supervisors of various 
divisions of the accounting department. 

“On-the-job” training will be given by the supervisors in each 
of the divisions of the accounting department. Insofar as is pos- 
sible, each of the training “stations” will be a regular job in the 
particular division. In selecting the jobs for training stations, 
attempts have been made to find places where the trainee may ob- 
tain a perspective on the operations as well as an acquaintance 
with the volume of detailed work which must be completed ac- 
curately. Through classroom sessions, conferences with the in- 
structor, and discussion meetings, the trainees will be able to relate 
their work to the over-all accounting work. Textbooks will be 
supplied to the trainees by the company. The company also main- 
tains a comprehensive business library from which the trainee may 
borrow books or current periodicals for related reading. A rea- 
sonable amount of outside study is encouraged. 

At the end of each series of classroom sessions and at the com- 
pletion of work at each training station, the trainee is expected to 
prepare a report of what he has learned. While a part of the 
reason for these reports is to determine how the trainee is pro- 
gressing, the main purpose of the reports is to encourage the 
trainee to express himself. Progress is difficult for the business 
man and accountant who cannot communicate his ideas both orally 
and in writing. Throughout his training period the trainee will be 
expected to suggest new methods or to criticize existing methods 
where potential savings or better internal control appear possible. 
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Each employee in the accounting training program will attend 
classroom sessions about four hours a week. This portion of the 
training will include the subjects shown below with the total hours 
assigned to each: 


Subject _ Total Hours 
Machine tool types and uses .............ccseeceeceecees 12 
RN SOUR. sac vid bso Urabab ian’ ievivehtes Ge dake 40 
“Economics in one lesson” (Hazlett) ..................+ 12 
SO IND 5 oc Ws su cGGsRas Ka Uub Sede cheer tab asba 10 
PCRS WD GUREEG ob snW Wenn docs csacdsseveesvonsbce 10 
General ae apes of the accounting department..:....... 8 
Details of the operations of the following: 
Factory accounting division .................0seeeeeees 20 
CE IN stehi-nnd te Reade &o 6 50s s 4s Khaw Kasson. 12 
ME Scan 5h bbasb scot vcctmestens ab uee 12 
I OE oases ia ab ireed buna ds shames isinel 8 
SR I sn Swi se Hen auhde piuedvdee vewed 20 
Internal auditing division ........2...........0 cece eee 20 
Office methods and procedures ............6.0.0eceeeeee- 8 
192 


All trainees will attend classroom sessions together, but the 
group will be divided for “on-the-job” training. This division is 
required so that each trainee may be assigned to a training station 
where actual work experience may be obtained. Listed below 
are the training stations to which trainees are to be assigned and 
the number of weeks which will be spent at each: 


Training Station Number of Weeks 
I ook 5 inte cs once vee readacwaoeape de 8 
NE hn sini ting bt Sakae sab ta6b0 ce tits aovnes eit 8 
eee Re EPEAT OETL ELECT TTT OTT TS 8 
RE IED. 5 San Nasik’ sa ce'c ca eh Ont oe bateeeesa bie 8 
Office methods and procedures ................-seeeeee 8 
UD Sakis cn Foca bie oka do Na obsess oh obdc caddederss 6 
GEE 5 oad oe pe Migr neers Fh ins bewadensthebssapaieesd 4 
50 
ND, 55506 din d oko nce Actes uakrssecks 2 
OE 5 DE Sie ASI aca ies 52 


Graduates who are selected for employment are informed that 
they may elect to begin work on any Monday starting June 14, 
1948, through July 26, 1948. So that classroom work may be pre- 
sented to all trainees simultaneously, the first classroom session is 
scheduled for the week of August 16, 1948, after the return to 
work from the company’s scheduled plant-wide vacation. 

The graduating seniors who are considered for the course are 
told that the company’s expansion program offers many excep- 
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tional opportunities for advancement to qualified personnel. With 
excellent academic background and one year’s concentrated train- 
ing in Caterpillar methods, each applicant selected should be able 
to demonstrate that he merits promotion and pay increases. The 
company has always endeavored to promote from within the or- 
ganization and this practice is expected to be continued. In carry- 
ing out the program, the company reserves the right to dismiss any 
trainee if it becomes apparent that his and the company’s time and 
money will be wasted by continuation in the course. It is also 
made clear to the prospective trainee that Caterpillar cannot make 
any direct commitments to the individuals who are selected for 
accounting training. It is felt that too many forces beyond the 
company’s control would make the assumption of such an obliga- 
tion unreasonable and unfair to both employer and employee. 


Com pensation During Training 

In determining a fair wage to offer college graduates entering 
the accounting training program, the company has taken into con- 
sideration the rates paid by others to accounting graduates and to 
graduates who have specialized in other fields. The trainee will 
be granted one rate increase during his period of training provid- 
ing his progress has been satisfactory. If the trainee’s progress 
does not warrant an increase, an attempt will be made to place 
him elsewhere in the company. If this action is not mutually 
desirable, the suggestion will be made to the trainee that his best 
interests would be served if he found other work. 

Upon satisfactory completion of training, each trainee will be 
offered a regular job paying no less than the rate he is then earn- 
ing. Insofar as is possible the trainee will be given an opportunity 
to select the division of the accounting department in which he 
wishes to work. In addition to accounting department jobs which 
we are reasonably sure will be available to trainees, other depart- 
ments of the company have indicated an interest in the program 
and are looking forward to acquiring some of the men who will 
have received the accounting training offered by the course, These 
departments include sales, treasury, purchasing, merchandising, 
and parts. 


Interviewing 
After the placement directors of colleges had had an opportunity 
to review our booklet, we wrote each of them suggesting dates 
















































aaa 


PE se 








1226 N. A.C. A. BULLETIN 


when we might come to their campus and interview candidates for 
the training program. We suggested to the placement directors 
that each interviewee complete one of the company’s application 
blanks (bound into the booklet) before the interview. During our 
interviews at the schools, we told the seniors something about the 
company, advised them of our wage structure, and attempted to 
find out whether the student had chosen between public accounting 
and industrial accounting, whether he was married, if he had any 
preference as to climate or other geographical location, his ultimate 
objective, and any other pertinent facts. During the interview 
periods we neither accepted nor rejected applications. Each appli- 
cant was told that upon our return to Peoria we would review 
his application carefully and would write him our decision within 
a period of one week to ten days. 

Because there were usually two interviewers who talked to each 
man, it was possible to compare notes after our return to our office. 
We then wrote each applicant that we were interested in his ap- 
plication or that we were not interested. To the former group, 
we extended an invitation to visit the company at our expense to 
obtain a better idea about the company and about its location, with 
working and living conditions in mind. This resulted in second 
interviews which proved valuable in checking the original judg- 
ment on the applicant. During the second interview each candi- 
date was required to take the attitude and aptitude tests previously 
mentioned to assure us that no square pegs were to be driven into 
round holes. When the second interview was completed, the 
. pplicant was again told that he might expect a letter from us 

ivising him of our further decision. 


Making the Final Decision 

After we have had an opportunity to look at an applicant, both 
at his school and at our office, we must make the final decision 
as to whether he is to be offered a job in the training program. 
Factors which affect this decision are the applicant’s grades while 
in school, his previous work experience, the results of the attitude 
and aptitude tests given him during his second interview, general 
personality, his age, and the home town from which he and/or his 
wife come. Each of these factors is of equal importance and all 
are interdependent. Our training department has reliable statistics 
tending to prove that a man born and raised in one of the coastal 
states does not prefer the midwestern climate. 
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Within a week or ten days after the second interview, each 
man is advised that he is not being considered or that we would 
like him to accept a job. As the program goes on it is anticipated 
that after 1950 the type of men interviewed, their ages, standards, 
mental status, and general outlook will change materially and some 
of the tests and techniques now used will no longer be appropriate. 
This may be the period in which the greatest number of GI’s com- 
plete their education. 


General 


In the actual training, considerable time is to be spent during 
the year in instructing the trainee in other than accounting mat- 
ters. Too often accountants are not cognizant of the material 
things which surround them and we feel that early in the training 
program is the period to present information about our company’s 
products and the machine tools which make those products pos- 
sible. Our training department, which has presented both appren- 
tice courses and supervisors’ courses on these matters, has been 
asked to present this material to the accounting trainee. Super- 
visors of the accounting training program and the supervisors of 
the various functional divisions of the accounting department will 
present the material relating to the operation of the accounting 
department. 

While in training, the trainee will be rotated among various 
work stations throughout the accounting department. The jobs 
will not be the most responsible in any particular section, but an 
effort has been made to avoid placing the trainee on the most 
routine jobs. The jobs selected are those in which the trainee will 
get an opportunity to do detailed work and yet. see the over-all 
application. An example is the training station in the vendors’ 
invoices section of our general accounting division. In this posi- 
tion, the trainee will be required to handle two or three hundred 
invoices a day, comparing them with copies of purchase orders and 
entering accounting distribution for the subsequent use of the 
tabulating division. 

When the trainee has successfully completed the one-year pro- 
gram, he will be placed in the accounting department or in some 
other department of the company where accounting training is de- 
sirable and where he will be on his own in competition with other 


employees. 
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Section Three 
RESEARCH SERIES NO. 13 


STANDARD COSTS 
FOR COSTING INVENTORIES : 


VOL. XXIX, NO. 19 








This report, which is the third in a series dealing with standard 
costs, presents the results of a study of uses made of standard costs 
for costing inventories. Previously published reports in the series 
have been “A Reexamination of Standard Costs” (N.A. C.A. Bul- 
letin, Feb. 1, 1948) and “Standards to Aid Control of Manufactur- 
ing Costs” (N. A. C, A. Bulletin, March 15, 1948). The use of 
standard costs for pricing and budgeting will be considered in an- 
other report to be published at a later date. Current practices de- 
scribed in this report are drawn from the same field study covering 
72 companies using standard costs upon which other reports in the 
series have been based. 

I. Wayne KEtLer, Chairman, 
Committee on Research. 
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STANDARD COSTS FOR COSTING INVENTORIES 


qa costs are usually placed on’ the books to facilitate 
the process of accounting for costs, particularly if standard 
costs are used for costing inventories. While standard costs need 
not be entered on the books in order to use them for purposes of 
cost control, pricing, or budgeting, incorporation of standard costs 
into the accounts probably strengthens the effectiveness with which 
standards can be used for purposes other than 
economy. In the field study it was found that only four of the 
72 companies whose methods were studied did not have standard 
costs entered on their books. 

Bookkeeping can be simplified, clerical expense reduced, and re- 
ports prepared more promptly in many cases through the use of 
standard costs. The usefulness of the reports to internal manage- 
ment can also be increased, although this subject is more closely 
related to the use of standards for cost control.? 


Types or Cost Systems 


As the complexity of manufacturing processes increases and the 
number of products made in a plant grows, the problems which 
arise in determining product unit costs become more difficult. 
Likewise, the ascertainment of costs of goods in finished and in- 
process inventories becomes more troublesome. The development 
of accounting techniques to meet these problems has followed two 
somewhat different approaches. These are: 

1. To use a job order cost system in which the manufactur- 
ing costs applicable to each order are recorded on a sep- 


1 Specific advantages to be gained are: 
a. Comparisons of actuals with standards, prior to entry in the ac- 
counts, are usually limited to details for foremen or executives at 
the departmental level. Summary cost statements up to and includ- 
ing the profit and loss statement can show comparisons with stand- 
‘standards are on the books and variances are collected in 
Thus the use of standards is extended up- 


. The requirement that standard costs be tied in with the book cost 
controls promotes accuracy and causes both the accounting and 
departments to take them more seri 
c The clerical facilities of the accounting department are utilized to 
aSaauge S gepens Se control reports. 
2 For a full discussion see “Standards to Aid Control of Manufacturing 
Costs,” Research Series No. 12, N. A.C. A. Bulletin, March 15, 1948. 
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arate job cost sheet. The accumulated costs on the order 
cost sheets thus give product costs by orders and, by sum- 
mation, provide the cost of the inventory. Job order cost- 
ing is employed when it is desired to know the actual cost 
of individual jobs and when separate accumulation of 
costs is not unduly expensive in relation to the value of 
the goods in the order. 

2. To abandon the attempt to accumulate actual costs of in- 
dividual products or orders and to substitute instead pre- 
determined product unit costs for costing product and in- 
ventories. This approach has been found to be the only 
practical one in some industries where the diversity of 
products is very great and the individual order of rela- 
tively low value. In many other industries this use of 
predetermined costs is the most economical way to ac- 
count for manufacturing costs. Savings of clerical ex- 
pense result primarily from eliminating the need to carry 
many relatively small variations in actual costs through 
the work in process, finished goods, and cost of sales ac- 
counts. Transfers of production costs from department 
to department are then made at a standard cost which 
changes much less frequently than does actual cost. Fluc- 
tuations in actual cost need be accounted for only in total. 
Early cost systems of this type used estimated costs but 
today standard costs are commonly employed for the pur- 
pose.* This plan of accounting has the added advantage 
of bringing the accounting for costs into the concept of 
managerial control which is based upon the comparison 
of actual with previously planned results. 


Companies which use standard costs in their accounts are not lim- 
ited to those producing a standardized product for stock. In the 
field study it was found that of 65 of the 72 companies, 35 stated 
that they made principally a standardized product for stock, 25 
stated that they made principally a product produced to the cus- 
tomer’s order or specifications, and five companies stated that their 





8 For a discussion of the difference between estimated and standard costs, 
see “A Reexamination of Standard Costs,” Research Series No. 11, Nea 


C. A. Bulletin, Feb. 1, 1948, pp. 697-699. 
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production was about equally divided between stock and special 
order work.* 


AccouNTING ProcepuRE WitH STANDARD CosTs 

Extent of Application in Costing 

Standard costs may be set and used for all elements of manu- 
facturing cost or they may be applied in accounting for some ele- 
ments of cost and not for others. Thus of the 68 companies which 
were interviewed and which use standard costs in bookkeeping, 
five do not enter standards in the books for some portions of their 
costs.5 The remaining 63 companies use standards for all elements 
of cost and the remainder of the study will be limited to a consid- 
eration of these companies. 


Costing Finished Goods and Sales 

Most companies transfer completed product from work in proc- 
ess to finished goods and cost of sales accounts at standard cost. 
Hence entries in finished goods and cost of sales accounts are at 
standard costs. The same method is usually followed in costing 
finished parts which are put into stock for subsequent use in manu- 
facturing. Where a single inventory account is in use, the inven- 
tory account is credited at standard and cost of sales charged for 
standard cost of goods sold. 

This use of standard costs for costing finished goods and sales 
has several advantages, namely : 

1. The standard cost of products completed and of prod- 
ucts sold can be determined immediately without waiting 
for the actual cost to be calculated. This, in turn, helps to 
prepare monthly statements in a shorter time than if ac- 
tual costs were used for the purpose. 


# Most com: ies have some work in both the stock and special order 
categories. most work is for stock, there may be production of tools 
and machines for use in the company’s own plant, production of samples and 
experimental models, or repair and construction jobs. Even though regular 
production is costed on a standard or actual process basis, a limited amount 
tf job order costing is commonly done for special work. 

5 Of these 5 companies, 2 have only overhead standards on the books al- 
though one has complete material and labor standards which are used for 
control and pricing purposes and the other has material standards for 

control. The company was in the early stage of loping stand- 
time of the interview and planned to make more extensive 

se of standard costs later on. Another company which was also just be- 
Seedees un wat oat lee oot aeons Ween ie Go Material price 
ty because its product is priced on the 
till another company has material and 
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2. Where a great many different products are made it may 
be practically impossible to determine actual costs of each 
product. By using standard costs, the preparation of 
profit and loss statements by product lines is facilitated. 


3. Some clerical saving may result from keeping finished 
goods stock records in quantities only. This practice 
eliminates the necessity for recording actual unit cost of 
each receipt and issue. 


Costing Work in Process Inventories 


Procedures which use standard cost for costing work in process 
inventories vary widely according to the nature of the industry 
and the accounting methods of the individual company. Work in 
process accounts are usually charged with materials at standard 
price and with labor at the standard rate. Material quantity and 
labor performance variances are determined at points in the manu- 
facturing process which best facilitate cost control.* Entries to re- 
move these variances to variance accounts are based upon sum- 
maries of material requisitions, time tickets, scrap reports, inspec- 
tion reports, etc. Overhead is charged to work in process accounts 
at the standard rate, based upon the method of applying overhead 
used by the individual company.’ Under this plan of applying 
standard costs the more important variances are transferred to 
variance accounts before the entry transferring completed goods 
from work in process to finished goods account is made. Hence 
the variance which appears when finished goods are cleared from 
work in process at unit standard cost is usually only a residual of 
variances not previously separated. 


@For a descri of methods used, see “Standards to Aid Control of 
Manufacturing Costs Research Series No. 12, N. A.C. A. Bulletin, March 
15, 1948, -910. 





7 In the field study it was found that rae get is Shey ~ 4 applied to product 
on the basis of standard hours or standard d 'y a few companies 
use actual hours or actual dollars for the wm a sigh en $1 hours are pre- 
ferred to actual hours because the former are not greatly affected by ex- 
traneous factors and thus better measure production. As stated by the con- 
troller of one company : 


“Normal time required to manufacture is the proper medium for as- 
signing overhead. Actual direct labor does not t normal or 
actual time because of different direct variances on 
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Since the standard cost of a finished product unit is built up by - 
following the sequence of the manufacturing process, it is rela- 
tively easy to determine the standard cost of goods at the stage of 
completion reached at the end of a period. Most of the companies 
studied take a physical inventory of work in process at the closing 
date while others rely upon perpetual inventory records. In the 
latter case production counts are made at the completion of each 
manufacturing process and inventory records are kept which show 
at any time the quantity of work in process and the stage of com- 
pletion reached.* The extent to which each of the above methods 
is used was not determined in the study. 


Costing Raw Materials Inventories 

In the field study it was found that approximately three-fourths 
of the companies price materials at the standard price when the 
materials are received. These companies carry their raw materials 
on the books at standard cost, although in some cases the price 
variance applicable to unused or unsold material is regarded as an 
inventory valuation account. Some companies stated that they ob- 
tained important savings in clerical expense by eliminating actual 
prices from stock cards and requisitions. Other companies stated 
that they found such savings to be insignificant.® Pricing material 
at standard on receipt of the material may have an advantage in 
that the causes of price variances are more easily determined if 
recorded at the time they occur.” A few companies keep raw ma- 
terial stock records at actual cost because they wish to have actual 
costs of materials on a detailed basis; other companies obtain ap- 
proximate actual cost by use of the ratio between actual and stand- 
ard cost. 





8 For an example of this plan, see T. R. Elsman, “Work in Process In- 
ventory Control,” N. A.C. A. Bulletin, Sept. 1, 1946, pp. 14-19. 


® Usually stock ledgers show quantities only, thereby avoidi Fam binge 
sity for numerous extensions in terms of dollar cost. 
company stated that through use of mechanical equipment in pres cuaaitien 
ae eee ae eee et ot cn ae eee 
costing of quantities w a is expense is no 
greater than it would be if only quantities were recorded on the stock cards. 


10 Thus a manufacturer of electrical equipment reports that information 
as to the causes of price variances is useful when variances are written off, 
when price standards are revised, and when quotations are a oa 
tomers. When price variances are the result of a 
modity prices, revision of the standard prices and perhaps of year-end in 
ventory valuation are usually indicated. When the price variances result 
from purchase in small quantities or from a higher-priced source in order to 
obtain immediate , the variances are written off. 
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Variance Accounts 

When the methods of accounting with standard cost described 
in the foregoing pages have been applied, the difference between 
actual costs and standard costs is found in the variance accounts. 
The number of variance accounts seems to be determined by two 
considerations : 

1, The number and type of variances which are to appear 
in statements for management use. Most of the control 
statements are prepared from statistical summaries of 
original records which underlie the accounts. However, 
the principal groups of variances commonly appear in the 
statement of cost of goods manufactured and in the in- 
come statement which is prepared for use of internal 
management. 

2. The need for separation of variances to facilitate disposal 
of the variance balances. Where the different variances 
are not treated uniformly at the end of the period it may 
be desirable to have them segregated in the accounts. 


Ordinarily the number of variance accounts in the ledger is com- 
paratively limited, for a detailed analysis of variances is not needed 
for inventory costing purposes. 


CosTiInGc OF INVENTORIES AND DiIsPosAL OF VARIANCES 


In the determination of periodic income, the cost assigned to 
raw material, goods in process, and finished goods inventories is of 
prime importance. There exists a divergence of opinion as to 
whether or not standard costs are proper costs for this purpose. 
Whether inventories are costed at standard or at approximate ac- 
tual by companies using standard costs appears to be determined 
largely by: 

1. The type of standards employed. 

2. The degree of success which the company has in keeping 
over-all actual costs in line with standards. 

3. The concept held with regard to the kind of cost most 
suitable for costing inventories. 


But whether or not standard costs are used in stating inventories 
in financial statements, they can be used advantageously to facili- 
tate the determination of inventory amounts. When standard costs 
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are incorporated into the accounts, end-of-period inventories can 
be stated at standard or converted to actual by the method used in 
disposing of variances. If the final inventories are to be stated at 
standard the variances are treated as charges against the current 
period, while if actual cost is the basis selected the variances are 
divided between inventories and the cost of goods sold. While 
methods of making this apportionment differ, the effect is to in- 
clude with the cost of inventories that portion of the variance 
which is applicable to the goods in inventory and thereby to arrive 
at the approximate actual cost of these goods. 

In practice a company may treat different types of variances in 
different ways. Some may be written off in their entirety against 
the current period while others may be divided between inventories 
and cost of goods sold. 


Price Standards 
Standards employed for material price and labor rates represent 
three different types of a standard cost. These are: 


1. Current standards 
2. Normal standards 
3. Fixed standards 


The effect which the type of standard chosen has on the use of 
price standards for inventory costing is discussed below. 

Since labor rate variances are separated from labor performance 
variances by only a few of the companies studied, disposal of labor 
rate variances is discussed with labor performance variances. 
When labor rate standards are current, the standards are generally 
kept very close to actual rates paid by revision of the standards 
when changes in rates are made. Hence labor rate variances are 
usually relatively unimportant. 


Current Material Price Standards 

Current standards are intended to reflect quite closely what the 
company actually expects to pay for materials. Material price 
standards of the current type are set either by forecasting what the 
actual cost is expected to be during the period in which the stand- 


11 The field study indicated that most companies use current price stand- 
ards. Thus in a group of 63 companies having material price standards on 
the books, the price standards used by 51 companies may be classified: as 
current. 
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ard will be in effect or by taking for the standard the actual price 
prevailing at the date the standard is set. Current material price 
standards are most commonly reviewed and, if necessary, revised 
annually although some companies review and change price stand- 
ards oftener.’” 


Development of Material Price Variances 


The costing of materials in inventories is affected both by the 
point at which price variances are separated and by the disposal 
which is subsequently made of the variances. In separating the 
variances, three methods were found, viz. :™ 


1. Costing materials at standard price on receipt. Companies 
which follow this method carry all materials in inventory 
accounts at standard prices. When material price vari- 
ances are written off currently, as most companies do, the 
variance is charged against income in the period in which 
the materials are purchased. 

2. Costing materials at standard price when the materials 
are issued. Under this plan the raw material inventory is 
carried at actual cost, but work in process and finished 


12 Frequency with which material price standards are reviewed by com- 
panies using current price standards is summarized below. 


No. of 
Companies 

Review standards annually ..............6..eeeeeeees 33 
Review standards semiannually ...... clin Sire Ge > 4 ge 2 
Review standards quarterly ..................00s00-- 3 
Review standards monthly .............-.0.++2--e00s 
Standards under continuous review and may be changed 

SB SE ASIP A eee rere ee 5 


tandards reviewed and changed when large variances 
arise or when it is considered desirable to revise. 6 
Standards reviewed for each production order ........ 1 


18 The following tabulation shows the frequency with which each of the 
Se ene meee ee companies having current material price stand- 
ards. 


No. of 
Companies 
Materials costed at standard aoe on roseigt ai Monae %6 
Materials costed at standard on issue............ 12 
Materials costed at standa pen Bypass poh a of 
manufacturing ProcesS ..........0csececceeceees 
51 
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goods accounts contain materials at standard price. Price 
variances are taken into the profit and loss account in the 
period in which the materials are put into process unless 
the accumulated variance balance is divided between in- 
ventory and cost of goods sold at the end of the period. 
Companies which use this method wish to separate the 
material price variance by product lines and find this aim 
most readily accomplished by costing material at standard 
price when the material is put into process. 

3. Costing materials at standard price when completed work 
is transferred to finished goods account. In this case only 
materials in the finished goods inventory are stated at 
standard cost on the books, all other materials in inven- 
tory being at actual cost. Material price variances are de- 
veloped in the period in which the goods are completed. 


Disposal of Variances from Current Material Price Standard 

When material price standards are, or are intended to be, cur- 
rent standards, three-fourths of the companies interviewed charge 
off the variances in their entirety in the period in which they are 
developed while the remaining companies divide material price 
variances between inventories and cost of sales. In the former 
case some or all materials in the inventories shown on the balance 
sheet are at standard price ; in the latter case all materials in inven- 
tories are costed at approximate actual price. 

While the companies which divide price variances have price 
standards which are intended to be current, a few of them have 
during a period of extensive price changes experienced such large 
price variances that they considered it necessary to divide the vari- 
ances between inventories and cost of sales, although they ordi- 
narily treat price variances as period costs. However, most of the 
companies dividing the variances do so because they prefer actual 
costs of inventories even though in some cases price standards are 
revised very frequently and material price variances are negligible 
in amount. Two of these companies stated that in their.cases top 
management was little interested in standard costs and hence state- 
ments prepared for these executives show actual costs and no vari- 


ances. re 





Normal Price Standards 
Normal price standards have been described by one writer as: 
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“. . . costing rates which, with historical experience and 
good judgment as guides, have been predicated on a long- 
range plan. In this type of costing, the standard rates used 
for costing labor, material, and overhead are seldom revised. 
. . . Labor and material standard rates used for costing the 
labor and material elements of cost are not changed to reflect 
the inflationary and deflationary effects of prosperity and de- 
pression. In other words, the current material specifications 
and the current labor time standards extended at the normal 
standard rates are considered to be the normal cost for the 
labor and material elements of cost.” 


Actual prices paid at a given time may deviate considerably from 
the normal standard prices because normal standards are not 
changed to reflect short period ups and downs in actual prices. 
However of the eight companies using normal price standards, six 
had revised their normal material price standards within the year 
at the time of the field study. These six companies cost inventories 
of materials at their normal standards and treat price variances as 
period costs. The remaining two companies having price standards 
set before 1947 stated that their material price variances were large 
because their price standards were out of date. For this reason, 
these variances were being divided between inventories and cost of 
sales to obtain approximate actual cost of materials in inventories. 


Fixed Price Standards 


Fixed price standards are used as an aid in accounting for costs 
and to measure price trends over a long period. However, when 
fixed standards are employed, inventories are stated at approxi- 
mate actual cost rather than at standard cost. Only four of the 
companies covered in the field study have fixed price standards for 
material. 

Companies which use raw materials fluctuating widely in price 
sometimes find it advantageous to emrploy fixed price standards in- 
stead of current or normal price standards because it is virtually 
impossible to keep a current standard up to date or to set a repre- 
sentative normal standard. For example, a manufacturer of stor- 
age batteries uses a fixed price standard for lead. Purchases of 
lead are charged to a materials inventory account at the standard 
price and price variances are carried to a variance account which 


4 T. R. Elsman, NV. A.C. A. Bulletin, Dec. 15, 1944, p. 371. 
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is treated as an inventory valuation reserve. Lead used in produc- 
tion is accounted for at standard price in the work in process and 
finished goods accounts. At the end of each period an adjusting 
entry is made transferring from the material price variance ac- 
count to the cost of sales account the amount of the price variance 
applicable to the quantity of lead in batteries sold during the 
period. The objective of such an application of fixed standards 
has been stated as follows by one user of the method. 
“Although price variances are reported currently to manage- 
ment for information and control purposes, the primary use 
of material price standards is for ease in recording transac- 
tions and for valuation of inventories and cost of sales. 
Moreover, since market prices are available, it is not neces- 
sary to use standard material prices in computing costs for 
selling prices. The material price variance accounts, there- 
fore, are used mainly in computing the amount of variance 
to be charged monthly against cost of sales . . . and for ad- 
justing standard inventory values to actual on an over-all 
basis.””2¢ 


The use of a standard price also avoids the necessity for keeping 
detailed records of prices of material in work in process and fin- 
ished goods. It thus saves clerical expense and difficulties which 
arise in accounting for many changes in material prices. 

Companies employing fixed price standards for one or more 
major materials commonly use current standards for other ma- 
terials and for other elements of manufacturing cost. Only two 
companies were encountered in the field study which use fixed 
standards for all elements of cost. One of these two companies 
employs the basic standard cost plan of accounting." 


Material Quantity and Labor Variances 
In an earlier study™ it was pointed out that material quantity 





15 See C. E. Carlson, “Standard Costs Under Decentralized Production,” 
A.C A, Demons Sale 5, Se ae: letter by H. W. Luenstroth 
in Our Open rerum, HA. Sf. S etin, Sept. 15, 1945, pp. 89-90; John F, 
Mickelson, eeStandard Costs ge to the Manufacture of Silverware,” 
N. A.C. A. Bulletin, Dec. 15, 1947, pp. 445-458. 

16 John F. Mickelson, op. cit., p. 450. 

17 For a description of this plan, see Eric A. Camman, Basic ‘asic Standard 
Costs, American Institute Publishing Co., 1932; or Cost Accountants’ Hand- 
book, Ronald Press Co., 1945, pp. 0-71 and pp. 355-387. 

18“A Reexamination of Standard Costs,” Research Series No. 11, N. A. 
C. A, Bulletin, Feb. 1, 1948, p. 704. 
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standards and labor performance standards may represent theo- 
retical ideals, attainable good performance, or an average of unad- 
justed past performance. Almost all of the companies visited in 
the course of the field study use attainable good performance 
standards for material quantity and labor performance. In setting 
standards for these elements of cost, current control considerations 
are usually stressed more than the inventory costing questions 
which are involved. While no specific measure to determine the 
tightness of standards could be developed in the field study, the 
general impression gained was that net variance balances are usu- 
ally relatively small under material quantity standards. On the 
other hand, net labor variance losses are common and sometimes 
substantial in amount. 

That these standards are generally viewed as satisfactory for 
costing the material quantity and labor element in inventories can 
be seen from the following summary of practice derived from the 
field study. As stated previously, only a few companies separate 
labor rate variances from labor performance variances and hence 
the figures below refer to the total labor variance. 

No. of Companies 


Material quantity Labor 
variances variances 


Variances treated as period costs; inventories 

charged with standard cost only ........... 47 52 
Variances divided between inventories and cost 

of sales; inventories at approximate actual 


ORs i.nc seb avkadhassdestds ob lvdacectinat 13 II 
No standards for this element of cost; actual 

UN WOE Sin os « cgeobecd stnc cbatee tht beas 3 oO 
Number of companies reporting ............ 63 63 


Where the variances are divided between inventories and cost 
of sales, the reason for this practice can usually be ascribed either 
to the fact that standards deviate substantially from attainable per- 
formance” or to a managerial preference for actual cost. 





Pha elle peg pee gy hn oft de ge 
ior a number of years. company is developing a new of products 
and has not yet been able to set what it considers to be satisfactory material 


quantity standards 
quantity variances 
variances are very 
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Overbead Cost Variances 


The standard overhead rate is usually based upon a volume of 
production which is intended to provide for recovery of overhead 
costs over a period of years. Used for costing production, it avoids 
the disturbing effect of fluctuations in production volume which 
tend to increase unit costs in periods of low activity and to de- 
crease unit costs in periods of high activity. Moreover, since the 
variable overhead costs are included in the overhead rate at the 
unit allowance budgeted, incurrence of variable overhead costs in 
excess of the amount budgeted for the quantity of product made 
does not increase the cost of goods produced because the excess 
cost is treated as a variance. : 

While there are three factors which can cause overhead vari- 
ances, namely, production volume, production time, and spending, 
the field study showed that only the total overhead variance is de- 
veloped on the books. Since none of the companies interviewed 
make a distinction between the different overhead variances in 
variance disposal, only the total over- or underabsorbed overhead 
' balance is needed. Analysis of the overhead variance for cost con- 
trol or other purposes is done off the books. 


Overbead Variance Disposal 


Practice in disposal of overhead variance by the 63 companies 
covered by the field study is summarized below. 





No. of 
Companies 
Overhead variance treated as period cost ........... 49 
Overhead variance divided between inventory and cost 
C8 GUO awd i ciccccvccscavagdecensedpaasdecgpes 10 
Loss variances treated as period cost, gain variances 
divided between inventories and cost of sales...... 4 
63 


With a few exceptions, companies having overhead standards 
which are up to date cost inventories at the standard overhead rafe 
’ and write off variances. Most of these companies review their 

standard overhead rates once a year or whenever it is considered . 














ree 


td 





it 
Ne 
iit 
ate 
Ie 
W 
YY 
Hi 
iM 
Wh 
ie 
F 
) 
oH 


eRe sy are 


Sap ot 


So ee re Ee eee oe omen ee 


ae 


i} 
f 
{j 
4 


1256 N. A.C. A. BULLETIN 
necessary because of changes in conditions.” While overhead rates 


are reviewed at fairly short intervals, changes are not always made — 


at each review. The following statement seems to be representa- 
tive of the point of view held by a majority of the companies inter- 
viewed : 


“When new burden rates are set they are intended to remain © 


fixed for as long a period as possible, say two to five years. 
However, changes in production schedules, improvements in 
manufacturing methods, shifts of production between fac- 
tories, etc., frequently make it necessary to revise these bur- 
den rates more often.”™* 


At the time of the field study it was found that all of the 49 
companies treating variances as period costs and all but three of 
the companies using other disposal methods had revised their over- 
head standards in 1946 or 1947. A number of these companies 
commented to the effect that in the past the standard overhead 
rate had been revised only at,intervals of several years, but that 
marked changes in volume and expense factors required revision 
shortly after the close of the war. 

Companies which divide overhead variances between inventory 
and cost of sales or profit and loss do so because overhead stand- 
ards are distinctly out of date, because activity substantially above 
normal has resulted in overabsorption of overhead with the conse- 
quence that inventories are stated in excess of actual cost, or be- 
cause managerial policy in the company calls for actual costs in 
the financial statements. These companies generally follow the 
same practice in disposal of direct material and direct labor vari- 


ances. 





20 Frequency with which standard overhead rates are reviewed was re- 
ported as follows: 


21 John F. Mickelson, “Standard Costs Applied to the Manufacture of 
Silverware,” N. A.C. A. Bulletin, Dec. 15, 1947, p. 448. 














in the statements as follows :** 


xx 
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, Cost Variances (listed in detail) ....... xx 
xx 






JUNE 1, 1948 1257 


POSITION OF VARIANCES IN THE PROFIT AND Loss STATEMENT 












Writers on standard costs have generally advocated . showing 
variances as adjustments to profit in the profit and loss statements 
prepared for use of management. Two general patterns can be dis- 
tinguished in statements which follow this plan. The first, which 
is used when standard selling prices are used, arranges the items 


ee oie. oan cane dbaduduse pends tree $ 
Budgeted Net Profit ............ceeeeeees 
Sales Volume Gain or Loss................ 


Standard Profit on Current Sales........... 
Tet VERRERONS 66 oc vo ccc dtecccracdesces 


Net Profit Before Federal Taxes........... 


Hele ele ely 


Analysis of Variances: 


Sales Price Variance ...........00.005 
Sales Mixture Variance .............. 


Te: CRE, inne ca dowet< cde uhiba 


The second pattern, which does not require standard selling prices, 








appears in the following form :* 
Peet eet Cath) os: os <cotins chin nh aan chic $ xx 









Standard Cost of Sales—Manufacturing..... _xx 
Anticipated Gross Profit ............0..065 xx 
Cost of Sales—Commercial .............-5. _xx 
Anticipated Operating Profit .............. xx 
Cost Variances (listed in detail)............ xx 
Net Profit Before Federal Taxes........... _xx 


These forms differ principally in that the first presents.an analy- 
sis of sales variances in addition to cost variances. In both, em- 
phasis is placed upon the variances and the effect which these 





22 For illustrationsof this form of t and loss os see Cost Ac- 
— Passage Ronald Press 1945, pp. 62-65 


Me Kets tome of Small Business Controls,” 
N. AC. 4 Balloo 5 toe n 10s. 
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variances have had on profits. A statement in this form enables 
the reader to determine how well costs have been kept in line with 
standards and when variances have occurred the principal causes 
for such variances are shown. Such statements may be the best 
method for bringing to top executives the comparison between 
standard and actual costs. The methods shown above also seem to 
follow from the view that Sas cost variances are not 
inventoriable costs. 

Another plan of showing variances in the profit and loss state- 
ment incorporates them with the sales and cost of sales sections 
of the statement. This method of presentation follows the usual 
practice of charging manufacturing cost variances to cost of goods 
sold.** That the method of pricing followed may also be a con- 
sideration in determining the presentation of variances can be 
seen in the following comment received from one accountant in- 
terviewed in the field study: 


“If it is customary to take actual cost into consideration 
when the selling prices are quoted it would appear to me 
more logical to adjust the cost from standard to actual before 
comparing it with the selling prices. If, on the other hand, 
selling prices are based entirely on standard cost, it may be 
logical to apply the variance as an adjustment of gross 
profit.” 


The separate presentation of variances is of value principally to 
management and normally they are not shown separately from 
other costs in statements prepared for stockholders, creditors, and 
others not engaged in active management of the company. 

When inventories are stated at actual cost, variances are viewed 
as part of the costs of manufacturing. Hence the portion of the 
variances which is related to goods which have been sold is logi- 
cally added to standard cost of sales and the remainder is added 
to standard cost of inventories. 


ADJUSTMENT OF INVENTORIES CosTED aT STANDARD COST 


Revision of Costing Standards 
When the accounting plan uses standard costs for costing in- 
ventories and sales, it is desirable to review the standard costs 
%4 The field oe staty Dovel Oot in oil bet Seer Ses een aa 


to cost of sales at the end of the year by companies costing inventories at 
cost. 
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periodically and to make changes in the costing standards when it 
is found that ‘the standard costs in use are.no longer proper ones 
for the purpose. The field study indicated that most companies 
review their standard costs annually, usually during the latter part 
of the fiscal year. Necessary changes in the standards which will 
be used for costing production during the coming period are made 
at this time. 

This procedure may be contrasted with the need for more or 
less continuous revision of standards used for cost control. For 
the purpose of cost control, changes in product specifications or 
manufacturing methods which result in changes in operation time 
standards, material usage standards, or overhead budgets are com- 
monly made during the year in order that these standards may 
serve as guides in day-by-day operation of the plant. However, 
for reasons of clerical economy, these interim changes are usually 
made only in the detailed operation standards and are not carried 
all the way through to the standard cost of the finished product 
, until the end of the year when a complete revision of standard 
costs is made. When changes are made in some component de- 
tails of the product cost standards without changing the latter 
standards, a variance will arise from the difference in charging 
goods into work in process at one standard cost and taking them 
out of work in process at another standard cost. These variances 
can be written off during the interim periods until a revised fin- 
ished product cost standard is established.* 











25 Practice in treatment of these variances from interim changes in stand- 
ards differs according to the size and importance of the variances. One com- 
which finds its variances from this cause to be small states that “We 


tion, these hours are used to adjust the time allowed hours at actual in 

order to convert them to standard for burden absorption purposes.” 

‘ Another company prepares a complete monthly analysis of variances in which 
the amount of variance due to changes in control budgets is determined. 
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Changes in price and labor rates are sometimes handled by use 
of an inventory valuation account. The objective here is to bring 
the cost of the closing inventory into line with current conditions 
without adjusting the detailed underlying records.”* However, 
the field study indicated that most companies make a complete re- 
vision of standard costs once a year. In the process, variances 
which resulted from changes in control standards without corre- 
sponding changes in costing standards are wiped out and stand- 
ards used for the two purposes are brought into agreement. 


Adjustment of Inventory to New Standard Costs 


Changes in the standard costs raise the question of whether or 
not to adjust the closing inventory to reflect the changes that have 
been made in the standard costs. The answer to this question 
seems to depend upon the nature of the change that has been made 
in the standard costs. 


1. If the new standard costs reflect conditions which affected 
the actual cost of the goods in the closing inventory, most 

- companies adjust the inventory to the new standard cost 
and carry the contra side of the adjusting entry to cost 
of sales by way of the variance accounts. In effect, this 
procedure assumes that the standard costs used to cost 
goods in the inventory have been incorrect and that re- 
statement of inventory cost is needed to bring inventories 
to a correct figure on the books. Since the use of incor- 
rect standards has affected the variance accounts as well 
as the inventory, the adjustment is carried to the variance 
accounts. 


2. If the standard costs represent conditions which are ex- 
pected to prevail in the coming period but which have not 
affected costs in the past period, closing inventories are 
costed at-the old standards. It appears to be common 
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practice to adjust the detailed inventory records to new 
standard costs before the end of the year just passed. 
In order to maintain the control relationship which the 
inventory accounts have over subsidiary records, the same 

‘ adjustment is entered in the inventory control accounts 
and the contra entry is carried to an inventory valuation 
account. Thus the net effect is to state the inventory in 
the closing balance sheet at old standard cost. In the next 
period the inventory valuation account is closed to cost 
of sales when the goods to which the reserve relates move 
out of inventories. By use of this technique, the detailed 
records can be adjusted to new standards before the be- 
ginning of the year while at the same time the net charge 
to cost of sales in the new period is for old standard 
cost since the latter cost was correct at the time the goods 
were acquired. 


Other Inventory Adjustments 

Inventories which have been costed at standard cost are subject 
to the usual adjustments for obsolescence, physical condition, and 
realizable value. Most of the companies interviewed follow a 
policy of stating inventories at the lower of cost or market. In 
many cases any reduction of book costs to a lower market figure is 
accomplished in the: process of adjusting inventories to revised 
standard costs. Thus a decrease in material price is reflected in 
the new standard cost at which the closing inventory is stated. 
However, if standard costs used in costing the closing inventory 
do not meet the requirements of lower of cost or market, an ad- 
justment to reduce standard cost to market value can be made. In 
general, the use of standard costs for costing inventories would 
seem to offer no new problem in this respect, for the test of a com- 
parison with market prices can be applied to standard costs as 
readily as it can be applied to actual costs. 


Disclosure of Standard Cost as a Basis for Inventory Costing 


When published financial statements disclose the fact that stan- 
dard costs are used for costing inventories, the information is 
ordinarily given in connection with an explanation of the basis 
used for valuation of the inventories appearing in the balance 
sheet. Thus one company has appended to its balance sheet the 
following footnote: 
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“Raw materials and supplies were priced at the lower of 
actual cost or replacement market of specific items (or a 
first-in, first-out basis); in process at standard costs (ap- 
proximate actual); finished goods at the lower of standard 
cost or replacement market.” 


In another case the balance sheet contains the following : 
“Inventories priced at standard costs........ $xxx.” 


In the same report the auditor’s certificate states that: 
“Such quantities were priced, in accordance with the policy 
consistently followed by the company, at standard costs, 
which exclude certain overhead costs.” 


CoNCLUSION 


This study shows that standard costs are useful in accounting 
for production costs because they facilitate reduction of clerical 
expense by eliminating the need for carrying the many variations 
in actual costs through the inventory accounts. When standard 
costs are used in accounting, these fluctuations in cost are diverted 
to variance accounts, accumulated there, and disposed of in total. 

With the above plan of accounting, production is costed at 
standard cost. A majority of the companies interviewed state 
their inventories at standard cost and charge the variances against 
income of the period in which the variances arise. They justify 
this practice on the grounds that variances represent inefficiency, 
avoidable waste not recoverable in selling price, and random 
fluctuations in actual cost. As such, these variances should be 
treated as period costs rather than as costs of goods in inventories. 
This reasoning seems to require standards which are current and 
attainable. Changes in external factors such as prices or changes 
in methods and performance efficiency which are made or accepted 
by management require revision of standards used in costing. 

Standards which are not current still have value in reducing the 
clerical expense of bookkeeping for costs. However, in this case 
the general practice is to divide the variances between inventories 
and cost of goods sold or profit and loss thereby converting both 
inventories and cost of sales to approximate actual costs. In mak- 
ing this adjustment consideration is given to under- or overabsorp- 
tion of overhead. 
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